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Taxation of Family Partnerships* 


By VICTOR COHEN 
(Boston Office) 


Irrespective of the sound business 
reasons motivating the establish- 
ment of most family partnerships, 
the Bureau of Internal Revenue 
apparently assumes that they are 
merely a device used by high 
bracket taxpayers to mitigate their 
oppressive tax burden. By shifting 
some of his income to members of 
his family he otherwise would have 
aided or supported, a taxpayer thus 
subjects the total income to lower 
surtax brackets. Husband and wife 
partnerships no longer effect tax ad- 
vantages, because the income may 
be “‘split” in a joint return. How- 
ever, tax savings may still be 
effected if income can be shared 
with other family members. 

Several important Supreme Court 
decisions, not involving family part- 
nerships, prevented taxpayers from 
shifting their tax burdens to others 
if they retained title to the property 
which produced the income, or, if 
having divested themselves of the 
title, they continued to control and 
manage it so as to be deemed to 
have retained significant attributes 





*Based on an article by Mr. Cohen which 
appeared in the January, 1953 issue of the 
News Bulletin of the Massachusetts Society 
of Certified Public Accountants, Inc. 


of ownership. Skillfully prepared 
agreements did not preclude assess- 
ment of the tax against the one 
who really earned the income. 
While many of the lower courts 
agreed in principle that family part- 
nerships could be recognized for tax 
purposes, they were actually strik- 
ing down those created by gift. The 
income was taxed to the donor on 
either the theory that it was the 
product of the donor’s services, or 
on the theory that the donor re- 
tained significant incidence of 
ownership in the partnership prop- 
erty. 

In 1946 the Supreme Court 
struck down two family partner- 
ships wherein, pursuant to each 
agreement, the donor-husband con- 
tinued to control the management of 
the business, and the donee-wife did 
not actively participate in the man- 
agement of the business. The Court 
held that there must be a determi- 
nation of an intent to join together 
for the purpose of carrying on the 
business as true partners in order 
for the partnership to survive tax- 
wise, and that the intent is a ques- 
tion of fact in each case, to be de- 
termined from the provisions of the 
agreement considered as a whole, 
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and from the conduct of the parties 
in carrying out its provisions. The 
Court stated that under certain cir- 
cumstances a wife may become a 
partner: “If she either invests capi- 
tal originating with her, or sub- 
stantially contributes to the control 
and management of the business, or 
otherwise performs vital additional 
services, or does all of these things, 
she may be a partner.” 

Lower courts erroneously inter- 
preted the above quotation to re- 
quire the application of purely 
objective tests. The courts sought 
for capital originating with the in- 
coming partner, or for a substantial 
contribution to the control and 
management of the business. They 
held, however, that an intent alone 
to create a partnership was insuf- 
ficient. Finally the Culbertson 
family partnership case reached the 
Supreme Court, which took the op- 
portunity to re-explain its stand in 
order to create order out of chaos 
and misconstrued principles. It 
held that consideration must be 
given to all the facts, such as the 
agreement, the conduct, abilities 
and capital contributions of the 
parties, and the control of income, 
in order to determine if the parties 
intended in good faith to form the 
partnership. This case, it is be- 
lieved by many, has influenced the 
recent Code changes. However, un- 
certainty continued to prevail. The 
lower courts were now attempting 
to establish the subjective intent 
from the objective facts of original 


capital contributions or substantial 
control and management of the 
business, or both. 

Congress, through the 1951 Reve- 
nue Act, took cognizance of the 
confusion created by the attempts 
of the courts to follow the Supreme 
Court decisions, and at the same 
time sought to prevent the shifting 
of the tax incidence from one whose 
capital or services produced the 
income. The Congressional com- 
mittees recognized the basic prin- 
ciple that income from property is 
attributable to the owner of the 
property, no matter how he ac- 
quired the property, and pointed 
out in their reports that there is no 
reason for applying different prin- 
ciples to partnership income. The 
following sentence was added to the 
definition of a “partnership” in 
Sec. 3797 of the Internal Revenue 
Code: 

A person shall be recognized as a partner 
for income tax purposes if he owns a capital 
interest in a partnership in which capital is 
a material income-producing factor, whether 


or not such interest was derived by a pur- 
chase or gift from any other person. 


Congress also added Sec. 19l as a 
new provision of the Code: 


In the case of any partnership created by 
gift, the distributive share of the donee 
under the partnership agreement shall be 
includible in his gross income, except to the 
extent that such share is determined with- 
out allowance of reasonable compensation 
for services rendered to the partnership by 
the donor, and except to the extent that the 
portion of such shares attributable to do- 
nated capital is proportionately greater than 
the share of the donor attributable to the 
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donor’s capital. The distributive share of a 
partner in the earnings of the partnership 
shall not be diminished because of absence 
due to military service. For the purpose 
of this section, an interest purchased by one 
member of a family from another shall be 
considered to be created by gift from the 
seller and the fair market value of the pur- 
chased interest shall be considered to be 
donated capital. The “family” of any indi- 
vidual shall include only his spouse, ances- 
tors, and lineal descendants, and any trust 
for the primary benefit of such persons. 

The House Committee in its report 
(1951-2 C.B. 357, at page 381) 
recognized that there would con- 
tinue to be many cases where the 
gift or sale of a partnership interest 
would be a mere sham, and that 
there would also continue to be 
many cases where the transferor 
would retain so many of the attri- 
butes of ownership that he would 
be recognized as the owner of the 
partnership interest he purported to 
have given away. It said in its 
report, that “transactions between 
persons in a close family group, 
whether or not involving partner- 
ship interests, afford much oppor- 
tunity for deception and should be 
subject to close scrutiny. All the 
facts and circumstances at the time 
of the purported gift and during 
the periods preceding and following 
it may be taken into consideration 
in determining the bona fides or lack 
of bona fides of a purported gift or 
sale.” The report admonished the 
Treasury and the courts that the 
presence of one or more restrictions 
on the free control of his interest by 
a donee would not necessarily indi- 


cate a sham, and that, in fact, some 
restrictions are normal and usual 
among partners. For example, it 
is not unusual for a managing part- 
ner to have substantial powers, exer- 
cisable for the benefit of all the 
partners. 

The purpose of these new Code 
provisions was to establish clearly 
that, where there is a real transfer 
of ownership, an intrafamily part- 
nership gift should be recognized 
for tax purposes, irrespective of the 
motives which engendered the gift. 
However, in order to prevent the 
shifting of income from the real 
owner, Congress provided safe- 
guards. It provided that where the 
partnership interest has been cre- 
ated by gift, the income should be 
allocated among the partners pur- 
suant to the partnership agreement, 
except that an allowance should be 
made for reasonable compensation 
to the partners, donor and donee 
alike, for the services performed by 
them, after which the remaining 
capital is to be allocated among the 
partners in proportion to the capital 
accounts of each. While Sec. 191 
does not provide specifically that 
in the distribution of the income a 
share be allocated to the donee for 
the reasonable value of his services, 
such an interpretation is implicit in 
the legislation. 

The new legislation does not 
change the principle that transac- 
tions between family members will 
be carefully scrutinized. The Com- 
missioner and the courts are still 
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free to determine whether the 
donee or the purchaser actually 
owns his interest in the partnership. 
Gifts lacking bona fides will be 
challenged. If the donor retains 
too much control, he will continue, 
under the principle of Helvering v. 
Clifford, to be taxed on the income 
from the partnership interest he pur- 
ports to have given away. Basical- 
ly, the retention of only such powers 
as would be normal in an arm’s- 
length transaction, to be exercised 
for the benefit of all the partners, 
would tend to substantiate the in- 
trafamily partnership gift. 

The amended Sec. 3797 provides 
that a person who receives a capital 
interest in a partnership by gift 
shall be recognized as a partner 
where capital is a material income- 
producing factor. Then Sec. 191 
refers to “‘the case of any partner- 
ship interest created by gift,” 
without specifying that the interest 
must be a capital interest, or that 
capital must be an income-produc- 
ing factor. The proposed regula- 
tions, recently published by the 
Treasury, state that a capital 
interest in a partnership means a 
proprietary interest in assets used 
in the partnership business, which 
interest is distributable to the 
owner of the capital interest upon 
his withdrawal or upon dissolution 
of the partnership; the mere right 
to participate in the earnings of a 
partnership is not a capital interest. 
For capital to be recognized as a 
material income-producing$factor, 


the proposed regulations require 
that a substantial portion of the 
income of the partnership business 
be attributable to the employment 
of capital. They provide that, in 
general, capital is not a material 
income-producing factor where the 
income of the business consists 
principally of fees, commissions or 
other compensation for personal 
services performed by members or 
employees of the partnership; but 
that capital is ordinarily a material 
income-producing factor if the 
operation of the business requires’ 
substantial inventories or a sub- 
stantial investment in plant, ma- 
chinery or equipment. 

Thus the purported gift of a mere 
right to share in the income of a 
partnership is not covered by Sec. 
3797, whether or not capital is a 
factor—there is no mandate to 
recognize the donee as a partner 
for tax purposes, but if he performs 
vital services he may nevertheless 
be recognized without benefit of the 
new statute. On the other hand, 
it is mandatory to recognize as a 
partner the donee of an interest in 
a partnership owning inventories, 
plant and equipment and the like, 
for he is the owner of an interest in 
income-producing property. Under 
Sec. 191 the donee of such an 
interest is taxable on the share of 
the partnership income to which he 
is entitled under the partnership 
agreement, but if he renders no 
substantial services to the partner- 
ship a lesser amount may be allo- 
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cated to him. Of the combined in- 
come shares of the donor and donee, 
part must first be allocated to the 
donor as compensation for his 
services, if any, and the balance 
must be divided in such a way 
that the donee does not receive a 
greater return on his capital than 
the donor. If the donee renders 
services, a reasonable allowance 
therefor is allocated to him also, 
before dividing up the balance of 
the income between donor and 
donee on the basis of capital. 

For the purpose of reallocating 
income shares provided in the part- 
nership agreement, an interest pur- 
chased by one member of a family 
from another is treated by Sec. 191 
as a gift from the seller, and the 
fair market value of the purchased 
interest is treated as donated capi- 
tal. In applying this rule the 
“family” of any individual is so 
defined that it consists only of his 
spouse, ancestors and lineal de- 
scendants, and any trust for the 
primary benefit of such persons. 
The proposed regulations seek to 
include collateral relatives in the 
family “in any case in which the 
transfer or creation of a partnership 
interest has any of the substantial 
characteristics of a gift,’’ and hold 
that the allocation rules apply in 
such cases. The quoted language 
seems too broad; if the transaction 
is in reality a gift, the allocation 
rules apply anyway, but if there is 
a real purchase and sale to a rela- 
tive not included in the foregoing 


definition of the “family,” the 
Treasury has no power to allocate 
the income shares under Sec. 191. 
Reallocation of partnership income 
among family members has been 
attempted many times by the 
Treasury, but the courts would not 
allow it; if the partnership was 
recognized as valid, the partnership 
agreement governed the distribu- 
tive shares. The old rule has been 
changed by the statute, but only 
as to partnership interests created 
by gift, and as to partnership 
interests sold to certain family 
members included in the narrow 
definition of “‘family.”” The regu- 
lations should go no farther than 
the statute. 

In the proposed regulations the 
Treasury in many ways seems to 
perpetuate its inimical attitude 
toward family partnerships, and it 
seems to have found a way to strike 
at the new Code provisions at their 
weakest point. A gift, the type of 
transaction sheltered by Sec. 3797, 
must be bona fide, and it must be 
complete, or it will not be recog- 
nized as a gift. The Committee 
reports properly indicate that in- 
come from a partnership interest is 
taxable to the real owner of the 
interest. The proposed regulations 
give lip service to this principle, but 
evidently attempt to make it as 
difficult as possible to determine 
that the donee is the real owner. 
It may be sound doctrine that the 
donor must not retain too much 
control over the subject matter of 
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the purported gift, i.e., the partner- 
ship interest, and that significant 
controls include (1) retention of 
control of the distribution of in- 
come, or unusual restrictions on 
such distribution, (2) limitation of 
the right of the donee to withdraw 
or sell his interest without financial 
detriment, (3) retention of direct or 
indirect control over assets essential 
to the business, and (4) retention 
of management powers inconsistent 
with normal relationships among 
partners, retention of managerial 
control not being inconsistent. But 
as to the latter the Treasury gives 
its blessing to managerial control 
“provided the donee is free to 
withdraw his interest without finan- 
cial detriment at his discretion.” 
This proviso is patently unreason- 
able, as it turns the gift of a part- 
nership interest in fixed assets 
(plant, equipment, etc.) into a gift 
of money, although it might be 
necessary to sell the fixed assets of 
the partnership to pay off the 
donee-partner. But the Treasury 
goes farther, and declines to recog- 
nize complacent or immature 
donees. It says: “The donee shall 
not be considered free to withdraw 
his interest unless, considering all 
the facts, it is evident that the 
donee is independent of the donor 
and has such maturity and under- 
standing of his rights as to be 
capable of deciding to exercise, and 
of exercising, his right to withdraw 
his capital interest from the part- 
nership.” Again, the proposed regu- 


lations state: “‘A general passive 
acquiescence of the donee in the 
will of the donor, as evidenced by 
the actual conduct of the parties, 
may be the equivalent of expressly 
retained controls.” 

It would seem that according to 
the Committee reports a bona fide 
gift of a partnership capital interest 
is recognized for tax purposes under 
the statute to the same extent as 
the gift of any other income-pro- 
ducing property. This is true only 
when the partnership is one in 
which capital is a material income- 
producing factor, so that the ques- 
tion whether the donee renders 
services to the partnership should 
have no bearing on the validity of 
the gift. But apparently it has. 
The tentative regulations, on the 
subject of control by the donee, 
state: “Substantial participation 
by the donee in the control and 
management of the business (in- 
cluding participation in the major 
policy decisions affecting the busi- 
ness) is strong evidence of a donee 
partner’s exercise of dominion and 
control over his interest.” Else- 
where it is suggested that an inde- 
pendent trustee, to be recognized 
as a partner, should participate in 
management as a general partner. 

The partnership interest of an 
immature minor child will not be 
recognized, says the Treasury, un- 
less “control of his property and its 
enjoyment is exercised by another 
person as fiduciary for the sole 
benefit of the child and unless 
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there is such judicial supervision of 
the conduct of the fiduciary as will 
assure that the property of the 
child cannot be used for the benefit 
of another.’”” Such judicial super- 
vision “‘means actual and periodical 
supervision by a court of the 
activities of the fiduciary . 

and not merely the existence of 
rules of State law imposing the 
responsibility of a fiduciary on any 
person who controls or deals in the 
property of a minor child.” 

It will be seen that the statutory 
protection of donees by Sec. 3797 
falls by the wayside if it can be 
shown that no gift of a partnership 
interest was really made, and that 
the purported donee is not the real 
owner of the partnership interest. 
The Treasury, in its tentative 
regulations, has set up so many 
grounds to support that contention 
that it should be in a position to 
attack the validity of almost any 
gift of a partnership interest. It is 
to be hoped that objections which 
have been filed by taxpayers and 
their representatives will persuade 
the Treasury to take a more reason- 
able position, and delete the more 
onerous provisions before issuing 
the final regulations. 

The amending act makes the new 
partnership provisions applicable 
to taxable years beginning after 
December 31, 1950, and provides 
that no inferences are to be drawn 
from the fact that these provisions 
were not made applicable with 
respect to taxable years before 1951. 


It is now possible that the courts 
will recognize partnerships which 
have previously failed. On the 
other hand old family partnerships, 
which have been recognized as 
valid, may now have to submit to 
a reallocation of income, which was 
not heretofore required. But, as to 
old partnerships, this issue may be 
purely academic, because possibly 
the old partnership would not have 
been recognized if the income allo- 
cation provided in the partnership 
agreement were inequitable. The 
statute says that the purchase by 
a family member, after 1950, is 
deemed to be a gift, and that in 
the case of a gift, there must be 
allocation. Does this mean that 
in the case of a purchase prior to 
1951, allocation is now not neces- 
sary or required? Or does the 
statute mean that after 1950 the 
purchase of a partnership interest 
by one family member from an- 
other is to be treated as a gift no 
matter when the purchase took 
place? The tentative regulations 
do not answer these questions. 
Shortly after the enactment of the 
Code amendments the Treasury re- 
leased a ruling (Mim. 6767) setting 
forth its position as to pre-1951 
partnerships. It seems to have been 
influenced greatly by the pro- 
nouncements of the Congressional 
committees, and much of the lan- 
guage in this ruling will be found 
in the proposed regulations. The 
ruling states that there will be no 
(Continued on page 28) 
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The Base Stock and Lifo Inventory Methods* 


By EDWARD G. CARSON 


The philosophies and objectives 
of the “‘lifo’” and “base stock’ 
methods of valuing inventories are 
essentially the same. In fact, the 
Lifo method is an outgrowth of and 
substitute for the earlier “base 
stock” or “normal stock’”’ method. 
The “‘lifo” method was designed as 
an acceptable substitute for the 
methods earlier used, principally 
because of the refusals on the parts 
of the taxing authorities in the 
United States and in England to 
accept the earlier methods for 
income tax purposes. 

Much of a philosophical nature 
has been written in recent years as 
to the concepts underlying the two 
methods. It has been represented 
that the methods indicate assump- 
tion as to the flow of goods, appro- 
priate methods of matching portions 
of the ‘‘flow of costs and revenues,” 
methods of distinguishing between 
so-called “‘permanent” or “immi- 
nent” stocks and “speculative” or 
“‘optional’’ inventories, etc. 


“Base Stock” Devised as an Oper- 
ating (not Tax) Method 


Those who adopted the “base 
stock”’ method long before the Lifo 
sections were incorporated into the 
Internal Revenue Code, generally 


*This article appeared in the N. A. C. A. 
Bulletin, November, 1952. 


looked upon the method as achiev- 
ing two important results. First, it 
eliminated from periodic determina- 
tion of income the effects of market 
increases and declines with respect 
to basic inventories. 

The second point involved the 
reservoir idea. The earliest users 
of the method were those engaged 
in the processing of basic raw ma- 
terials, such as smelters and refiners 
of nonferrous metals and tanners 
of leather. In these industries 
managements look for profits to 
processing procedures rather than 
to market fluctuations. According- 
ly, to the extent practicable, such 
managements attempt to sell their 
purchases for future delivery some- 
what in the nature of hedges. 
However, it would be obviously 
dangerous for any management to 
accept sales orders for delivery two, 
three or more months hence for 
every item purchased unless there 
existed some buffer quantity of 
inventory. Particularly in the 
smelting and refining business, the 
operators look upon the “‘base’”’ or 
“normal” stock, against which they 
do not accept sales contracts, as an 
unhedged stock providing them 
with a certain amount of lee- 
way with respect to guarantees of 
delivery dates. Under the ideal 
application of the “‘normal stock” 
method the operator is enabled to 
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offer “‘spot’”? merchandise to his 
customers immediately upon the 
receipt of raw materials of equiva- 
lent quantity. Hence the reservoir 
idea. 

This concept of the “normal 
stock”’ method as a practical oper- 
ating device enabling the operator 
to better serve both his customer 
and the supplier of the raw materials 
is one which is not frequently 
stressed. It is, in fact, unusual to 
hear reference to “‘service’”’ to sup- 
pliers of raw material. However, in 
the processing industries, particu- 
larly custom smelting, the relations 
with the raw material suppliers are 
quite as important as those with 
purchasers of the finished product. 


Rejection of “‘Base Stock’ for Tax 
Purchases—and the Rise of 
“Lifo”’ 

There is no doubt that the “‘base 
stock”? method—or methods very 
similar—were in use in England in 
the nineteenth century. In 1918 
the British Minister of Recon- 
struction appointed a committee 
to inquire into the financial risks 
attaching to the holding of trading 
stocks. The committee held more 
than thirty meetings and examined 
Over seventy witnesses including 
representatives of various trade 
associations and chambers. The 
inquiry was directed primarily to- 
ward the accounting aspects of the 
“‘base stock”” method. However, it 
was obvious at that time that the 
interest of many representatives of 


industry was largely due to tax 
considerations. Because of the im- 
pact of World War I, British tax- 
payers were then subject to excess 
profits taxes at the rate of eighty 
per cent. Many organizations which 
might not otherwise have been 
interested in the “base stock” 
method urged its adoption solely 
because of the possible saving in 
excess profits taxes. In this country 
the interest in the Lifo method 
during high tax years was similarly 
affected. 

In any event the British com- 
mittee of 1918 arrived at the con- 
clusion that the “base stock” would 
not be generally acceptable for 
income tax purposes, principally 
because of the Government’s con- 
tinued need for revenues. However, 
the committee also concluded that, 
in those cases in which the method 
had previously been used and ac- 
cepted by the taxing authorities, 
the taxpayers would not be required 
to change to more conventional 
methods. The British conclusion 
that the “‘base stock’’ method was 
not acceptable undoubtedly had an 
effect upon the thinking of our 
Treasury and courts. At that time, 
our income tax had been in exis- 
tence only five years. A few com- 
panies had used the “base stock” 
method prior to 1913. However, 
our Treasury had earlier announced 
that the method would not be ac- 
cepted for income tax purposes and 
subsequently the Treasury’s posi- 
tion was upheld in the courts. 
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In the years between World War I 
and the middle nineteen thirties, 
there was a growing recognition 
of the logic of the method and 
a number of companies, princi- 
pally in the metal and petroleum 
fields, adopted it. Many members 
of the Congress and representatives 
of the Treasury had become con- 
vinced that methods which would 
minimize exaggerations of profits in 
boom times and losses in depressions 
would be of overall advantage to 
the economy without necessarily 
reducing the long-time tax revenues. 
The United States Department of 
Commerce recognized that, in infla- 
tionary periods, a substantial por- 
tion of the business income of the 
country was represented by 
so-called inventory profits of a 
transient and fugitive nature. Con- 
versely, the decline in business 
income in the early nineteen thirties 
could be attributed, in part, to the 
reductions in carrying values of in- 
ventories from their high points in 
the late nineteen twenties. 

In the Revenue Act of 1938 there 
was introduced the first provisions 
permitting the last-in, first-out 
method to be used in determining 
taxable income. This Act and the 
accompaning regulations repre- 
sented the first clear exposition of 
what the “‘lifo”” method meant. It 
was provided that the method 
might be applied to any year 
beginning after December 31, 1938 
but its use was restricted to the 
industries whose spokesmen had 


been urging the method for years— 
the smelters, refiners and brass 
manufacturers and the tanners of 
leather. Some of the difficulties in 
the application of the “‘lifo”” method 
which developed later may be 
traced to the fact that the original 
provisions in the 1938 Act were 
designed to meet the specific prob- 
lems of these industries. 

So much interest was evidenced 
by other industries in the method 
for tax purposes that in the 1939 
Revenue Act its application was 
extended to cover any taxpayer 
who wished to elect it. While many 
taxpayers elected to start using the 
method for 1939 and 1940, it was 
not until the United States was 
drawn into World War II and the 
excess profits tax instituted, that 
general interest developed. Al- 
though many taxpayers in the 
textile industries had earlier 
adopted “‘lifo,” its use in these 
industries now became quite wide- 
spread. In addition, considerable 
interest developed on the parts of 
retailers. 


“Lifo” and “Base Stock’ Con- 
trasted: Pricing Increments 


The purposes of the “‘base stock” 
and “‘lifo”” methods are essentially 
the same but the effects upon 
periodic determinations of income 
may be quite different. The “‘lifo” 
method is a much more objective 
method. Its acceptance by the tax- 
ing authorities was due, in part, to its 
inflexibility and the objectivity with 
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which the computations may be 
made. However, such inflexibility 
and the arbitrary dividing of a 
company’s history into years has 
resulted in a good deal of difficulty 
in practical application of the 
method. 

In the author’s opinion, the 
“‘base stock’”’ method has much to 
commend it over the “‘lifo”’ method, 
if quantities in excess of those con- 
sidered normal are priced upon a 
first-in, first-out basis, which is 
usually the case. Under the “‘lifo”’ 
method, an increase in quantities 
if maintained for several years 
must continue to be priced as it 
was in the year of increase. It 
must, however, be admitted that 
the income tax regulations which 
permit the pricing of increases 
either at the prices of the earliest 
acquisitions during the year, the 
latest acquisitions during the year, 
or ‘pursuant to any other proper 
method which clearly reflects in- 
come”’ provide a good deal of leeway 
for reasonable determinations. 

It seems obvious that a proper 
function of management is to deter- 
mine when and in what quantities 
inventories shall be acquired and 
how much inventory shall be main- 
tained. It seems equally obvious 
that inventories accumulated in 
excess of minimum quantities neces- 
sary for an orderly and efficient 
operation must be in the nature of 
“optional” or “‘speculative’’ stocks, 
more appropriately priced under 
the first-in, first-out method and 


thus more closely approximating 
the going market prices. This effect 
is achieved under the “‘base stock”’ 
method but not under the Lifo 
method if such excessive quantities 
are maintained over a period of 
several years. 


““Lifo” and ‘‘Base Stock’’ Contrasted: 
Liquidations 


Another complicating factor is 
the treatment of interim fluctua- 
tions in quantities. It is basic in 
the ‘“‘normal stock’’ method that, 
if total quantities drop below the 
fixed quantities of base stocks, such 
reductions must necessarily be tem- 
porary in the absence of change in 
plant capacity or other fundamental 
change. Accordingly, it is inherent 
in the method that a reserve be 
provided for the replacement of 
such deficiencies, measured by the 
difference between the current mar- 
ket prices and the established fixed 
prices. Such temporary declines 
have not generally been recognized 
under the “‘lifo” method except 
with respect to the so-called “in- 
voluntary liquidations” recognized 
under the tax laws during the years 
1940 to 1948, inclusive, and again 
in the Revenue Act of 1951. Under 
the tax laws, if a taxpayer is re- 
quired to eliminate basic stocks 
because of the requirements of the 
war or defense effort he is privileged, 
replacing such stocks, to reinstate 
them in his purchases and inven- 
tories at the prices at which they 
were Originally carried and to adjust 
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the income taxes of the years of 
liquidation accordingly. 

The Internal Revenue Code and 
the related regulations provide that 
the “‘lifo”” method may not be used 
in determining taxable income un- 
less the taxpayer establishes to the 
satisfaction of the Commissioner 
that no other method of pricing 
inventories for the purpose of deter- 
mining profit and loss is used in 
reports to stockholders, for credit 
purposes, etc. This requirement 
has, in recent years, produced two 
problems for taxpayers and ac- 
countants: first, with respect to 
the use of the traditional lower of 
cost or market basis and, second, 
with respect to the use of replace- 
ment reserves. 

If the “‘lifo” method is adopted 
for tax purposes, taxable income 
is determined on the basis of inven- 
tories priced at Lifo cost and no 
consideration may be given to 
market, even if lower than such 
cost. The regulations appear to be 
abundantly clear that, if a taxpayer 
for corporate purposes writes his 
“lifo” inventory down to market, 
he does not, by that act alone 
violate the requirement that the 
“tifo” method must be used in 
reports to shareholders, etc., if it 
is also to be used for tax purposes. 
The wording of the regulation, 
however, is somewhat difficult and 
many persons have expressed the 
belief that, if inventories are written 
down to market for corporate pur- 
poses, the Commissioner may have 


the right to deny the taxpayer the 
right to continued use of the method 
for tax purposes. It has, therefore, 
been suggested, that where the 
“‘lifo” method is used for income 
tax purposes, market declines be 
recognized only by way of reserve 
charged to income. The author 
believes that there is no tax disad- 
vantage in a direct write-down. 

Obviously, “involuntary” reduc- 
tions in basic stocks can occur 
during peace-time as well as during 
emergencies. As an_ illustration, 
since 1947 many of the basic metals 
particularly lead, have been in 
short supply. Producers have allo- 
cated outputs and many large users 
have been unable to secure their 
normal requirements, with resulting 
curtailment of production. In order 
to meet requirements of customers, 
such taxpayers have sometimes 
dipped dangerously into their basic 
stocks, with the result that high- 
priced sales were costed with low- 
priced inventories. Since it was the 
intention to build up the stocks as 
soon as refined metals were avail- 
able, it was considered improper to 
take up the inflated profits resulting 
from the reduction in low-priced 
“‘lifo” inventories. 

The question then arose whether 
a reserve for replacement of such 
stocks would violate the require- 
ment as to similarity of treatment 
for tax purposes and corporate 
purposes. It might be noted that, 
under the involuntary liquidation 
principles as recognized for income 
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tax purposes, the reduction in 
income tax net income is not allowed 
until the stocks are actually re- 
placed. Under such circumstances, 
if the taxpayer provides a reserve 
to replace such stocks, there may 
also be a technical violation of the 
requirement for similarity of treat- 
ment. However, the author 
believes that such reserves for 
replacement, if reasonably com- 
puted and fully disclosed, probably 
would not be availed of by the 
Commissioner as a reason for deny- 
ing a taxpayer continued use of the 
method. As yet there have been 
no formal pronouncements to this 
effect by the Bureau. 


Disclosure of Market Value When 
“Lifo” is Used 

Practically all of the earlier 
United States users of the “base 
stock” method included in their 
annual reports to shareholders in- 
formation as to the valuation of 
such inventories at market quota- 
tions or else provided information 
which would enable the reader to 
make such a determination. This 
information frequently included dis- 
closure of the quantities of com- 
modities in the “base stocks” and 
the fixed prices applied to them. 

In recent years, many organiza- 
tions adopting the “‘lifo’’ method 
have not disclosed in their reports 
to shareholders the valuations of 
inventories on the basis of current 
market prices. Considerable 
thought has been given by account- 


ants and by the Bureau of Internal 
Revenue as to the desirability or 
necessity of disclosing current mar- 
ket value of inventories carried on 
the “‘lifo”’ basis. Those who favor 
such disclosures state that, unless 
the information is given, a reader 
is unable to make comparison of 
the balance sheet and statement of 
income with those of other organi- 
zations in the same industry which 
might not use the “‘lifo”’ method or, 
for that matter, with the same 
organization in years prior to its 
adoption of the method. They also 
comment that, unless the reader 
knows the point in the economic 
cycle at which the method was 
first adopted, he is unable to guess 
whether the difference between car- 
rying values and market values of 
inventories is substantial or negli- 
gible. The very fact that the 
“‘lifo”” method is used might suggest 
to a reader that a_ substantial 
“‘buffer’”’ exists when, as a matter 
of fact, such may not be the case. 
Those who oppose disclosure of 
market value point to the fact 
that such disclosure may defeat 
the very purpose for which the 
method was instituted, that is, 
to eliminate from income the effect 
of changes in the price level. They 
also state that fluctuations in mar- 
ket valuation of basic quantities of 
inventories are of no more impor- 
tance than fluctuation in replace- 
ment values of fixed assets. Since 
replacement values of plants and 
equipment are not customarily 
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stated, there is (they say) no reason 
to state replacement values of basic 
quantities of inventories. 

In its early considerations of the 
“ifo” method, the Bureau of In- 
ternal Revenue was impressed by 
the argument that the method had 
long been used in certain industries 
for the purposes of determining 
income in reports to shareholders. 
In fact, such representations were 
undoubtedly influential in the deci- 
sion of the Congress that the 
method must be used for corporate 
purposes before it may be used for 
tax purposes. Some representatives 
of the Bureau of Internal Revenue 
have felt that the disclosure of the 
market value of basic inventories, 
giving the reader the opportunity 
to make his own computations 
upon a basis more closely related 
to first-in, first-out, might give a 
taxpayer all the tax advantages 
without requiring the penalty (if it 
is a penalty) of issuing his cor- 
porate reports upon the same basis. 

It is interesting to note that 
nowhere else in the Internal Reve- 
nue Code or Regulations is there 
a similar requirement that a tax- 
payer's reports to shareholders, 
credit granters, etc., must apply 
the same principles as are applied 
in the tax return. 


“Lifo” for Retailers 


It has been represented that the 
“‘base stock” or “‘lifo’’ methods are 
usable by any enterprise in which 


the maintenance of inventories is 
required. It has also been repre- 
sented that the methods are appli- 
cable only if the following conditions 
are met: 


1. Long processes and slow turnover. 


/ 
a 


. Inventories large in relation to total 
assets. 


3. Purchasing markets and selling markets 
closely related, with fluctuations in the 
one quickly reflected in fluctuations in 
the other. 


All of these factors are not 
present with respect to a retail 
inventory. In some departments, 
at least, the turnover may be 
quite rapid. Further, in some 
types of merchandise, style may be 
far more important than cost of 
the materials involved. Therefore, 
it has sometimes been suggested 
that the “‘lifo” method is not appro- 
priate for retailers. The author 
cannot agree with that conclusion. 

There exists no type of enterprise 
in which the constant maintenance 
of inventories is more clearly indi- 
cated than in the case of retailers. 
While the retailer may on occasion 
be able to reduce his stocks sub- 
stantially, it is obvious that there 
is a minimum point below which 
he dare not go. Even though fluc- 
tuations in market prices of whole- 
sale merchandise may not be imme- 
diately reflected in fluctuations in 
retail prices, it is undeniable that 
retailers are just as importantly 
affected by the broad swings of 
the economic cycle as are manufac- 
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turers, processors and wholesalers. 
Clearly a retailer’s prices rise during 
an inflation and decline during a 
depression. Certainly, with respect 
to his basic irreducible quantities 
of inventories, he is exaggerating 
his profits in boom times and exag- 
gerating his losses or minimizing 
his profits in bad times, if he uses 
first-in, first-out. 


Except with respect to the more 
expensive items of stock, the retail 
merchant rarely attempts to main- 
tain records or determine inventory 
values on the basis of specific items 
of merchandise. Rather, he will 
ordinarily use the so-called “‘retail’’ 
method under which inventories of 
various departments are determined 
as percentages of selling prices, 
based broadly upon the relation of 
purchase costs to assigned selling 
prices. When the “‘lifo’”’ provisions 
for taxpayers generally, were in- 
cluded in the Internal Revenue 
Code by the Act of 1939, it was quite 
generally concluded that the Lifo 
method could not be combined with 
the retail method, since the Lifo 
method apparently required clear 
identification of the merchandise 
being inventoried. 


However, a number of depart- 
ment stores insisted that the effect 
of the “‘lifo”” method could be ap- 
proximated by the use of index 
numbers. Such retailers met all the 
requirements of the Code and Regu- 
lations, including the filing of the 
appropriate notices of election and 


the issuance of annual reports to 
shareholders with income computed 
upon the Lifo basis. Many other 
retailers, even those who would 
otherwise have wished to adopt the 
“‘lifo”’ method, did not do so, either 
because they were formally or in- 
formally denied the use of the 
method by representatives of the 
Bureau of Internal Revenue or be- 
cause their accountants or attorneys 
told them that they could not use 
the method. The applications of 
retailers who fulfilled all of the re- 
quirements of the Code and Regu- 
lations were also denied. 


Subsequently, the Hutzler Com- 
pany of Baltimore was chosen as a 
test case and the matter taken to 
court. In January, 1947, the U. S. 
Tax Court ruled that the Com- 
missioner had been in error in deny- 
ing the use of “‘lifo” to retailers, 
stating that the use of index num- 
bers produced figures quite as usable 
as any Other method. In view of 
the substantial rise in prices during 
and after World War II, it is now 
clear that the use of the “‘lifo” 
method would have saved retail 
taxpayers considerable amounts of 
excess-profits taxes during those 
years. 


On the basis of hindsight, very 
few retailers would now hesitate to 
elect to use the “‘lifo”” method if 
they could do so retroactively to, 
say, 1941 or 1942. On the other 
hand, it is quite clear that, even if 

(Continued on page 24) 
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Accounting Judgment* 


By GILBERT R. BYRNE 
(New York Office) 


Students of accountancy and 
those beginning its practice are con- 
stantly reminded by their preceptors 
of the importance of the exercise of 
judgment in the work which they 
are or will be called upon to do. 
Some of them may be puzzled as to 
exactly what the term implies; ac- 
countants of greater experience may 
also be interested in a discussion of 
the relation of the exercise of judg- 
ment to the practice of accountancy. 

As generally used in accounting, 
the exercise of judgment implies 
making a choice among two or more 
courses of action. The auditor is 
constantly making choices among 
possible methods of assuring him- 
self of the essential validity of the 
results of accounting procedures fol- 
lowed in arriving at account bal- 
ances; and having determined upon 
the auditing procedure to be fol- 
lowed, he exercises judgment as to 
the extent to which he should apply 
such procedures. The auditor often 
must choose which of several gener- 
ally accepted accounting principles 
is, in his opinion, applicable in the 
circumstances; he must use judg- 
ment in determining the form, con- 
tent and wording of financial state- 
ments. In his own report, he must 





*This article appeared in The New York 
Certified Public Accountant in November, 
1952. 


exercise judgment in determining 
whether and to what extent explana- 
tions or exceptions are necessary; he 
chooses carefully among alternate 
methods of expression, and some- 
times decides whether he may 
properly give any opinion at all. 

Judgment is characterized in 
many different ways. We read of 
good, wise, experienced, informed, 
educated judgment; and sometimes 
of misguided or bad judgment. 
There must be a proper basis for the 
exercise of judgment which will tend 
toward the formation of good judg- 
ments; there may be a method by 
which the quality of judgments may 
be measured. 


Facts as a Basis for Judgment 

A man’s judgment, it is said, is no 
better than his information. The 
process of choosing among two or 
more courses of action, therefore, 
starts with ascertaining all the facts 
relating to the question to be re- 
solved. For example, before deter- 
mining the audit procedures to be 
followed in reviewing inventory 
costs, the accounting procedures 
and costing methods—whether job, 
process, standard, etc.—must be 
known in considerable detail. If 
judgment is to be exercised in re- 
spect of the required accrual for 
federal income and excess profits 
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taxes, in addition to a proper com- 
putation of the current year’s lia- 
bility, the status of all open years 
must be known. Examples could 
be multiplied, but it is obvious that 
if the facts are wrong, judgments 
based upon them will likewise be 
bad. 

No one knows better than the ex- 
perienced auditor that it is difficult 
to obtain all the facts relative toa 
particular question. Many facts 
must be obtained by discussions 
with company employees or officers. 
Oral transmission of information is 
subject to all of the disabilities in- 
herent in human relations, both be- 
cause the speaker does not always 
define precisely his meaning, and 
because the listener sometimes fails 
to discount his own preconceived 
ideas of what he expects to hear. 
The auditor will always, when pos- 
sible, confirm his understanding by 
reference to documents, but even 
documentary evidence, especially 
when in the form of contracts, agree- 
ments, tax returns and the like, is 
subject to varying interpretations 
of meaning. When faced with the 
necessity of exercising judgment in 
any of the areas of his work, the 
auditor will check and double check 
his facts to be sure that the founda- 
tion for his judgment is on solid 
ground. 


Judgment is Aided by Experience 


Facts are essential to judgment, 
but they are not enough. Samuel 
Johnson said: 


“*. . . I knew almost as much at eighteen as 
I do now. My judgment, to be sure, was 
not so good, but I had all the facts.” 


The element which the good 
Doctor then lacked was experience. 
Such experience is that which pro- 
duces an “effect upon the judgment 
... by personal or direct impres- 
sions as contrasted with descriptions 
or fancies.”” The auditor checks his 
judgment, consciously or uncon- 
sciously, against his experience. He 
also refers to the accumulated expe- 
rience of his predecessors and con- 
temporaries as preserved and 
reported upon in accounting liter- 
ature. His judgment, in other 
words, is affected by his experience, 
and the recorded experience of 
others; if the experience has been 
extensive and well absorbed, its 
effect should be to improve the 
quality of the judgment. To revert 
to a previous example, the auditor’s 
judgment of a proper amount for 
accrued federal income and excess 
profits tax at a balance sheet date 
would be sounder if he had had ex- 
perience not only with the tax law, 
regulations and cases, but also with 
the habits and probable attitudes 
of the personnel in the Bureau of 
Internal Revenue. Again, all per- 
sons having to do with the prepara- 
tion of financial statements en- 
deavor to present them in such form 
and in such language as will be most 
understandable to the reader, and to 
include all material facts. Experi- 
ence as a reader and analyst of finan- 
cial statements is certainly neces- 
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sary to the formation of judgments 
in this area. Further, the “‘average 
prudent investor” is included in the 
audience to whom most financial 
statements are addressed, and finan- 
cial statements included in Regis- 
tration Statements under the 
Securities Act of 1933 are intended 
primarily for this somewhat amor- 
phous figure. When judgments are 
formed as to what facts are material 
to the average prudent investor, or 
in what form and language the 
financial statements should be pre- 
pared so as to be most intelligible 
to him, it is certainly a fair question 
whether judgments of those without 
experience as investors are sound. 


Judgment vs. Logic 


Judgment is not the same as logic, 
or straight thinking. Both are 
mental processes, but they differ 
greatly in characteristics. Logic and 
judgment each require facts as a 
basis; but logic leads to conclusions 
based on deductive and inductive 
reasoning from facts, while judg- 
ment weighs facts and balances 
probabilities in the light of expe- 
rience with similar or analogous 
situations. Accounting principles 
and audit procedures are formulated 
by logical reasoning; judgment 
selects one alternative for applica- 
tion among several which may be 
under consideration. To the ac- 
countant, logic is an important 
mental tool and he should be skilled 
in its application; one of the tests 





he applies in exercising judgment 
among alternatives is whether and 
to what extent each is supportable 
in logic. 

The difference between logic and 
judgment is illustrated by the bril- 
liant sophomore who as a dogmatic 
rationalist is impressed with radical 
causes, perhaps as a result of his 
oversimplified reasoning. Usually 
we find that his more mature and 
experienced judgment leads to a re- 
vised estimate of his earlier enthusi- 
asms. As Professor Brinton put it, 
“his callow youthful confidence in 
the power of rational evidence (has) 
yielded to experience.”’ The junior 
accountant may have logic on his 
side in discussions with his seniors, 
but the experience of the latter often 
points out considerations which lead 
to a judgment differing from that 
based solely on logic untempered by 
such experience. 

A favorite subject for discussion 
years ago was “Is accounting a 
science?” Accountants today would 
consider this question of no interest, 
because they would think it axio- 
matic that accounting is not “a 
branch of study concerned with ob- 
servations and classifications of 
facts, especially with the establish- 
ment of verifiable general laws, 
chiefly by induction and hypothe- 
sis;’ for example, mathematics. 
While accounting principles or rules 
are being established by methods at 
least analogous to those of a 
science (including logic or inductive 
and deductive reasoning), the appli- 
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cation of these rules is still very 
largely a matter of judgment, as is, 
of course, true in many other fields. 
It is because there are large and im- 
portant areas of the practice of ac- 
counting in which the exercise of 
judgment is paramount that leads 
most accountants to agree that it 
cannot yet be practiced by scientific 
rule. 


Judgment Should Be Unbiased 


The proper insistence upon inde- 
pendence of judgment on the part of 
the public accountant who reports 
upon financial statements is essen- 
tially a requirement that his judg- 
ments be free from bias arising from 
any source. In the volumes of com- 
ment which have been written on 
this subject, greatest emphasis has 
been placed on the impact of finan- 
cial or personal interest on the 
accountant’s judgment. But 
Alexander Hamilton in the first 
Federal paper spoke of: 


“«. . the honest errors of minds led astray 
by preconceived jealousies and fears. So 
numerous indeed and so powerful are the 
causes which serve to give a false bias to 
the judgment, that we, upon many occa- 
sions, see wise and good men on the wrong 
as well as the right side of questions of the 
first magnitude to society.” 


Of the causes serving to give false 
bias to accounting judgments, the 
effect of a man’s entire background 
and experience has not perhaps been 
fully realized. In this sense, expe- 
rience includes environment, educa- 
tion, and all of the social contacts 


which lead to economic and political 
beliefs, the whole of which affects a 
man’s judgment. For example, 
many accountants feel that some 
court decisions in the field of income 
tax law reflect poor judgment. This 
opinion is certainly affected by their 
training and experience as account- 
ants, and it is equally certain that 
the judge’s opinion is affected by his 
background of legal training and 
experience. Further, the accounting 
judgments of those whose training 
has been in the fields of accounting 
education, government accounting, 
or business or professional account- 
ancy are shaded by their respective 
backgrounds of experience. 
Whether in any instance the shad- 
ing is sufficient to amount to bias or 
whether it merely results in a proper 
difference of opinion may itself be 
a matter of judgment. An illus- 
tration of a possible source of bias 
which may have colored judgment 
is an incident discussed editorially 
in the Journal of Accountancy (Vol. 
92, p. 164). A trade union official 
was critical of corporate financial 
statements, stating his opposition 
to any evidence of conservatism in 
accounting, and to the charging of 
Management compensation to in- 
come. Whether those judgments 
are good or bad, and whether it is 
necessary or desirable that account- 
ing judgments from this source 
should be impartial, is not con- 
sidered here. It does not, however, 
seem likely that these judgments 
are free from the bias which stems 
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from the spokesman’s background 
of education, experience, and social 
contacts in labor union work. 

It is important to eliminate finan- 
cial and personal interests of the 
public accountant as a_ possible 
source of bias which would im- 
properly color his judgment; it may 
be equally important to weigh the 
possible effects of his education, 
training, experience, and the posi- 
tion from which he speaks. 


Judgment Implies Forecasting 


It has been said that: the exercise 
of judgment implies making a choice 
among two or more courses of 
action. When the choice is made 
of course A, rather than B or C, it 
follows that it is believed that such 
course will best attain the end 
sought. If the choice made is among 
alternate audit procedures, the one 
chosen is that which it is believed 
will best assure the auditor of the 
essential accuracy of the account 
balance; if the choice is among ac- 
counting principles, that is chosen 
which it is believed will most fairly 
present the position and results of 
operations; if a matter of form and 
wording of financial statements, the 
choice will be that which it is be- 
lieved will most clearly present the 
data to the reader. An estimate of 
the future result of present decisions 
is essential to the process of exer- 
cising judgment. A common ex- 
ample is that of estimating the 
amount to be reflected in a balance 


sheet for accrued liabilities, the pre- 
cise amount of which cannot be 
determined until a later date. Many 
such accruals can be estimated 
largely on the basis of the com- 
pany’s past experience, as for prod- 
uct guarantees. Often, however, the 
introduction of new products or 
other factors produce conditions 
which must also be considered in 
forming judgments as to what the 
future cost of making good product 
guarantees will be. Accruals of 
expected refunds under price rede- 
termination clauses of govern- 
ment contracts, and under the 
Renegotiation Act, are necessarily 
estimates of the final outcome of 
negotiations with the appropriate 
government Officials, based on 
present knowledge of the facts and 
on experience in such matters. 
When the auditor decides whether a 
particular item is of such character 
and relative amount that it should 
be separately stated in the income 
account, he is estimating what the 
effect of disclosure or nondisclosure 
will be on the thinking of a future 
reader of the statement of income. 
The auditor is thought of as a man 
of facts and figures; he scrupulously 
avoids estimates of future earnings, 
and his preparation of pro forma 
financial statements is narrowly 
limited. There is something ironical 
in the recognition that in his forma- 
tion of accounting judgments, so 
important a part of his work, the 
auditor is necessarily forecasting 
the future. 
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Time Assesses Judgments 

All judgments at the time they 
are made are thought to be good 
judgments by those making them. 
On the basis of the facts then 
known, considered in the light of 
experience at the time, it may have 
been generally agreed by many 
others that good judgment was exer- 
cised. But the exercise of judgment 
implies a present estimate of the 
results of future happenings; the 
quality of judgment therefore, can- 
not be finally assayed until time has 
revealed the soundness of the esti- 
mate. For example, time has proved 
the soundness of many audit pro- 
cedures which have been recorded 
in accounting literature as the expe- 
rience of early practitioners. On 
the other hand, for years it was the 
judgment of many auditors that 
confirmation of accounts receivable 
and physical tests of inventories 
were not necessary to the formation 
of an opinion on financial state- 
ments. As is well known, with the 
passage of time, developments con- 
vinced the profession that such 
judgments were not sound. The 
Committee on Accounting Pro- 
cedure of the American Institute of 
Accountants has recently amended 
certain previously issued Bulletins, 
indicating that subsequent develop- 
ments dictated revision of its earlier 
judgment. An estimate of accrued 
liability for renegotiation may have 
been honestly and competently 
made at a year end, and the judg- 
ment exercised as to the amount 


approved by the independent audi- 
tor. But a wager on the quality of 
this judgment could not have been 
paid when the judgment was exer- 
cised; only when the renegotiation 
refund is actually determined can 
one definitely say whether the judg- 
ment was good, poor, or median. 
In some areas of the exercise of 
accounting judgment it is difficult 
if not impossible to grade its quality 
by comparison of its present esti- 
mate with future actuality. For 
example, the auditor’s best judg- 
ment is exercised to the end that the 
form, content and wording of finan- 
cial statements are intelligible to 
the reader, and that the inferences 
drawn by him are those intended to 
be drawn, and no inferences are 
drawn which were not intended. 
Unfortunately, only in a very 
limited way is it possible to deter- 
mine whether the choices made in 
deciding between alternative pre- 
sentations or wordings achieved this 
desired result. Even if a poll were 
taken of the reactions of a sampling 
of readers, it would probably be 
found that individuals reacted very 
differently. Admittedly it is diffi- 
cult to assess the value of judgments 
in these matters. It is possibly for 
this reason that the pundits speak 
freely on the subject of what the 
reader of financial statements re- 
quires. If in these areas the mere 
passage of time does not permit an 
assessment of judgment quality, it 
may be that its worth may be indi- 
(Continued on page 27) 








22 L. R. B. & M. Journal 








The Prize-Winning Articles for 1952 


The selection of the best articles written by a member of our staff 
and published during 1952 in either the Journal of Accountancy or in the 
L. R. B. & M. JOURNAL was made by persons associated with the American 
Institute of Accountants and The New York State Society of Certified 
Public Accountants. We are pleased to announce the following prize- 
winners: 


For articles published in the Journal of Accountancy— 
First Prize—$1,000, awarded to 
H. L. Hoffman (Chicago office) for his article entitled ‘“‘Preparation | 
and Courtroom Presentation of the Accounting Part of a Case in 
Litigation’? (October, 1952). 
Second Prize—$500, awarded to 
Dallas Blair-Smith (New York office) for his article entitled ““How 


to Handle Changes in Corporate Form to Obtain Minimum Excess- 
Profits Tax Liability” (February, 1952). 


For articles published in the L. R. B. & M. JOURNAL: 
First Prize—$1,000, awarded to 
Julian O. Phelps (Chicago office) for his article entitled ‘“Western 
Hemisphere Trade Corporations and other Set-Ups for Conducting 
Foreign Business” (November, 1952). 
Second Prize—$500, awarded to 


A. R. Kassander (New York office) for his article entitled ““Exami- 
nation of Manufacturing Costs and Work in Process Inventories 
as Recorded under the Punched Card Method’”’ (June, 1952). 


The firm is gratified that its staff was well represented with worth- 
while articles in the above publications during 1952. It has been decided 
that the first prize for L. R. B. & M. JOURNAL articles will be increased, 
effective for the year 1952, from $750 to $1,000; the value of the prizes 
for both publications is now the same. The firm believes that many more 
staff members can prepare articles for consideration which would be 
valuable and interesting material. 
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Published by Lybrand, Ross Bros. & Montgomery, for distribution to members 
and employees of the firm. 


The purpose of this journal is to communicate to every member of the staff and office 
plans and accomplishments of the firm; to provide a medium for the exchange of 
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“Colonel Bob Right on Ike” 


dug out of our files a story carried in the 
Sunday edition of The Miami Herald, Feb- 


n- This headline captioned the fol- ruary 10, 1952, where writer Nixon Smiley 
d lowing story in the January Florida interviewed Colonel Bob. In that interview 
d, Certified Public Accountant ‘““News the Colonel told of his knowledge and 
we notes’’. respect for General Dwight D. Eisenhower’s 

qualifications for the presidency of the 
= Colonel Robt. Montgomery is not only a United States. The Colonel was quoted as 





great CPA, but apparently is something of 
a political prognosticator as well. We have 





saying, “he will make a very good Presi- 
dent.” 
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Col. Montgomery became acquainted 
with Eisenhower in 1931 when he was 
called to Washington to serve as executive 
secretary of the War Policies Commission. 
Eisenhower, then a major and aide to Gen. 


MacArthur, was assigned to assist Col. 


Montgomery. 
While in Miami in 1947 Eisenhower paid 


a visit to his former boss. 





The Base Stock and Lifo Inventory Methods 


(Continued from page 15) 


the Bureau of Internal Revenue had 
not adopted its now controversial 
position and had permitted retailers 
to adopt “‘lifo’”’ on the basis of index 
numbers, many retailers would not 
then have made the election because 
of the fear widely held at that time 
that there would be a severe de- 
pression immediately after the war. 
The Bureau of Internal Revenue is, 
therefore, in no position now to dis- 
tinguish between retailers who 
would have adopted the ‘“‘ifo” 
method in earlier years had they 
not thought it was denied to them 
and retailers who would not have 
adopted it even had their night to 
do so been clear. The Bureau has 
pointed out that it is now physically 
impossible for these taxpayers to 
meet the requirements of the law 
that, as a precedent to use of the 
method for tax purposes, they must 
have used it for reports to share- 
holders. Several bills have been in- 
troduced in Congress to grant to 
retailers the retroactive election to 
use the “‘lifo” method, and cases are 
now pending in the courts. What 
will happen remains to be seen. 


A Development in Accounting 

It may be that the permanence of 
the “‘lifo”’ method of inventory valu- 
ation as an accounting device will 
not be tested until the economic 
cycle shows clearer evidence of hav- 
ing rounded the top and settled in 
for a slow (or sharper) decline. It 
may be that, by that time, there 
will have been some tax action 
which will alleviate the situation, 
even to the extent of permitting 
market write-downs from “‘ifo,” 
although legislative proposals to 
this effect have been unsuccessful 
so far and have not aroused a great 
deal of comment. 

Whatever happens, it has been 
more the purpose of this article—in 
reviewing both the “base stock’ 
and “‘lifo” inventory methods—to 
point out their operating charac- 
teristics and their services in pre- 
venting over-or-understatements of 
profit. Tax advantage will doubt- 
less continue to be the greatest spur 
to “‘lifo” adoptions but the relation- 
ship of the method to income ac- 
counting, as such, should not be 
lost sight of. 
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Notes 


Baltimore Office 


Mr. H. C. Chinlund was recently 
one of the speakers at a tax meeting 
of The Maryland Association of 
Certified Public Accountants held 
at the University of Maryland. 

Mr. G. M. Zinkhan, Jr., of our tax 
department, acted as a panel mem- 
ber at one of the sessions of the Tax 
Conference held at the American 
University in Washington, D. C. 

Mr. C. V. Blum is an instructor 
at evening courses in intermediate 
and elementary accounting at the 
University of Baltimore. 

Mr. Staub was reelected as chair- 
man of the Board of Managers of 
the Metropolitan Community 
Branch of the Baltimore Y. M. C. A. 
and was elected assistant treasurer 
of the Gibson Island Club. He is 
also serving as secretary of The 
Maryland Association of Certified 
Public Accountants. 


Cincinnati Office 


Mr. Dennis is serving on the Ad- 
visory Board organized to aid the 
Girl Scout Council of Cincinnati and 
Hamilton County. On December 


5th, he addressed the Xavier Uni- 
versity Accounting Society on the 
subject, Some Experiences in Public 
Accounting. 

Mr. Thomas A. Haeussler has re- 
ceived his CPA Certificate from the 
State of Ohio. 


On February 11th, Mr. Robert 
W. Davis spoke to the Junior Voca- 
tional Conference of Withrow High 
School. He addressed the group on 
Public Accounting. 

Mr. Abner J. Starr has been 
elected a Director of the Makete- 
wah Country Club, and at the or- 
ganization meeting of the Board of 
Directors he was elected Treasurer. 
On January 27th, he addressed 
the Foreman’s Club of The Cin- 
cinnati Chemical Works on the sub- 
ject, Your Personal Income Tax 
Return. 


New York Office 


The following members of the 
firm and staff are serving as officers 
or committee members of the New 
York State Society of C.P.A.’s for 
the year 1952-53: 


Mr. Sinclair—Professional Conduct. 

Mr. Jennings—Committee on Committees, 
Cooperation with Bankers, Public Rela- 
tions, Survey. 

Mr. Knoll—Dairy Industry Accounting 
(Chairman). 

Mr. Staub—Accounting Procedure, Pro- 
fessional Conduct. 

Mr. Bardes—Federal Taxation. 

Mr. Potter—Auditing Procedure. 

Mr. Ankers—Secretary, Cooperation with 
State Education Department, Member- 
ship (Chairman). 

Mr. R. K. Batzer—Air Transport and Air- 
port Accounting, Public Utilities Account- 
ing. 

Mr. Beckers—Cooperation with Other Ac- 
counting Societies. 

Mr. G. R. Byrne—Publications (Chairman). 
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Taxation of Family Partnerships 


(Continued from page 7) 


requirement that intrafamily 
gifts be motivated by a busi- 
ness purpose, such as new capital 
or vital services. It recognizes 
that an individual is entitled to 
dispose freely of his property, so 
far as the income tax law is con- 
cerned, and that he may give or 
sell interests in a business to mem- 
bers of his family. Legally sufficient 
partnership agreements would not 
indicate reality and good faith. 
Participation by the donee in the 
control and management of the 
business, beyond the exercise of 
minor nonmanagerial services, pre- 
supposing substantial acquaintance 
and interest in the business by the 
donee, and sufficient maturity and 
education or experience on his part 
would be very helpful. Retention 
of managerial control by the donor 
would not be detrimental, especially 
if the donee were free to withdraw 
his interest, not only understanding 
but being capable of exercising this 


right. In allocating income from 
services, the Treasury will attempt 
to determine how parties dealing at 
arm’s length would divide the in- 
come, considering the respective 
contributions of services, skill, credit 
and capital under the particular cir- 
cumstances. Whether the courts 
will go along with these views as to 
pre-1951 partnerships is another 
question in view of the explicit 
requirement that no inferences are 
to be drawn as to pre-1951 partner- 
ships. But then, to agree with the 
new legislation with respect to pre- 
1951 partnerships may only be 
agreeing with the Committee re-. 
ports, which stated that the pur- 
pose of the legislation was to make 
clear long-established fundamental 
principles. A perusal of the recent 
cases indicates that the lower courts 
are adopting a more liberal attitude 
towards pre-1951 family partner- 
ships. 
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